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The Scope of Special Investigations
By George V. Kracht

Special investigations constitute a distinct and rather exciting
line of accounting activity. In each case the examination is
conducted for the purpose of solving some specific problem or in
order to obtain the answers to a set of given questions. Conse
quently the scope of the investigation is in some respects broader,
in other respects narrower, than that of the audit.
Several types of special investigations can be distinguished,
some of which represent comparatively recent additions to the
public accountant’s functions. The more important are:

(a) Examination for credit purposes. The security for a loan,
as distinct from an investment, is involved in the prob
lem here presented.
(b) Examination in order to ascertain probable future profits.
Into this category would fall investigations made in
order to determine the fair value of the net assets or of
the capital stock of a going concern; or in order to ascer
tain the probable profitableness of an investment in a
concern when such investment will constitute an addi
tion to the net capital of the enterprise.
(c) Examinations incident to corporate consolidations and
mergers. In some cases values would be determined
by the examiner in accordance with the principles
stipulated in a preliminary agreement, while in others
no restrictions would be placed on the scope of the in
vestigation. The examiner would merely be given a
general order to formulate a written opinion with regard
to the values at which the consolidating enterprises
should participate in the transaction, and perhaps to
state his conclusions relative to the effect of the suggested
project on earning power.
(d) Examinations undertaken for the purpose of obtaining
the accountant’s suggestions on policies to increase
profits. Usually in these cases the concern is losing
money and wishes to find the causes of its difficulties.
While each of the classes of examination established is clearly
separable from the others, it will be noted that certain problems
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are common to all. For example, in dealing with the ability of a
concern (particularly a comparatively young concern) to repay a
long-term loan with interest under certain stipulated conditions,
such factors as personnel, nature of product, patent protection
and others must be investigated, the same as in (b), (c) or (d).
The difference lies mainly in the emphasis which should be laid
on each factor. This would shift materially, not only between
the classes of investigations established but to some extent be
tween the individual cases embraced by each class. A client con
sidering a large investment in a relatively new enterprise would
usually be much more interested in personnel than would one
who wished to know whether the same enterprise would be able
to repay his loan with interest. However, in both cases the
factor of personnel would be important to the inquiry.
Similarly, while classes (b) and (c) are so closely allied that the
same problems will be met in both, each also has its special fea
tures. In one case an important issue to be faced might be the
effect upon earnings of the additional capital invested, while in
the other the consequences of consolidation or merger might claim
the greater share of the examiner’s attention and report. These
are matters upon which little of general interest or benefit can
be said.
In the present article the inquiry is limited to a discussion of
the major problems involved in an investigation of the class (b)
type. The critic should remember the reservation made to the
effect that the stress laid on the factors common to the individual
cases within each class will vary more or less widely.
As an incident to the inquiry it will be necessary to adopt a
personal opinion as to how far the examining accountant should
go in treating of such factors as personnel, patent protection, etc.
Perhaps thereby a discussion may be provoked which will serve
to define the opinion of the profession relative to these highly
controversial points.
Any report on an investigation of the type under discussion
should comment on the following factors, usually in the order
presented:

(a)
(b)
(c)
(d)

Organization and history
Nature of products
Patent protection
Competition and market
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(e) Personnel
(f) Financial statements and discussion thereof
(g) Special features

This sequence evidences neither the emphasis to be laid on the
factors nor the order in which they would actually be investigated.
The actual procedure of the examination must remain largely a
question of taste, convenience and special circumstances.
ORGANIZATION AND HISTORY

Only in rare cases are all the persons for whom the report is
destined sufficiently acquainted with the concern examined to
render unnecessary a brief statement of facts under the caption
“organization and history.” A corporation—an industrial en
terprise—is the subject of the report, and the first thing the
report must do is to identify that subject or introduce it to the
reader. This means that it must outline the company’s salient
characteristics as disclosed by its history. Even when dealing
with an unorganized project, a general statement of this nature
is desirable.
Terseness is an essential quality of this opening chapter but
no fact of importance should be omitted. The report on the
investigation should be so complete that a reader absolutely
ignorant of the facts at issue could, after reading the report, come
to a decision as to whether or not he wished to invest in the
enterprise. Nothing is more irritating than to peruse a report
which assumes that the reader is acquainted with facts which are
all-essential to any clear understanding of what the discussion
is about.
Under organization and history the following information
should be given with as much brevity as is consistent with a
continuous and readable treatment of the subject:
(a) Name of company, date of organization and state in which
organized.
(b) Capital stock authorized and outstanding; par or stated
value of various classes of shares, etc.
(c) Location of principal offices.
(d) Product or products sold; whether or not they are special
ties, and, if so, whether or not they are patented.
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(e) Nature of organization; i.e., whether manufacturing or dis
tributing. If purely a sales organization, by whom are
products manufactured?
(f) Reasons why further financing is necessary and why the
suggested mode of financing has been selected. This
would be relevant only when capital funds are sought
by the concern.
(g) Expansion and present status; location of sales offices, if
any; capacity of plant, etc.
These suggestions are not intended to be exclusive. In the
case of an unorganized concern most of them would apply with
obvious qualifications, while in other cases amplification would be
desirable. How far the report should go is largely a matter of
judgment. This opening chapter should serve as a sort of bird’seye view of the situation, and the examiner must be guided by the
circumstances of that situation and by his own discrimination.
NATURE OF PRODUCTS

The extent of the discussion under the heading, “nature of
products”, will depend largely upon whether the products are
staple commodities or specialties. In either case the treatment
should be so extensive that no pertinent interrogation of im
portance will go unanswered. Concrete suggestions of a general
nature are dangerous to make because of the varied subject
matter involved. For purposes of illustration let us select a
concern fabricating or selling a building specialty to contractors
and wholesalers. Points to be treated would be:

(a) What is the function of the specialty?
(b) What is its construction?
(c) How is it tested to guard against claims for damages be
cause of inferior construction?
(d) What product is it designed to displace and what is
its range of adaptability? The answer to this latter
question must be discussed in another part of the
report, so that only a general statement is necessary
here.
(e) What are its points of superiority over competing prod
ucts, and what are its inferior features or its limits, if
any?
Ill
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(f) How does it compare in cost with such competing products?
(g) Can the organization or the plant facilities be easily
adapted to the production and marketing of allied
specialties?

It will be recognized that by this time even a reader previ
ously uninformed would have pretty well fixed in his mind the
nature of the project in which he is interested. For the most part
he has been absorbing facts and has been led logically to the more
stubborn field of opinion. He is now in a position to bring his
own judgment to bear upon the situation and to examine criti
cally the debatable matter which follows. This presentation of
matter in its proper sequence will make considerable difference
in his final estimation of the report.
PATENT PROTECTION

If the concern investigated produces or sells a specialty, patent
protection is quite important. While the examiner must usually
rely upon the opinion of competent attorneys as to the ade
quacy of the protection afforded by patents, he must decide the
stress which should be laid on this factor in the report.
Only in exceptional cases can it be definitely stated, in advance
of litigation, that patents granted or claims approved will be
effective against future substitute competition. Very few
patents are really basic in nature, and the fact that a claim has
been granted and can be upheld against infringement often proves
very little. Consequently, the examination should go behind
the opinion of the attorneys to the extent of determining the
importance which should be assigned to this factor in the con
struction of the final equation.
The following inquiries are suggested as ones likely to arise
in the mind of the prospective investor when reading this section
of the report:
(a) What attorneys have passed upon the patents?
(b) What is the gist of their formal opinions?
(c) Have the patents ever been involved in litigation and, if
so, what is the present status thereof?
(d) Have any royalties been paid on the patents either in the
United States or in foreign countries?
(e) Can the product be made with a relatively small invest
ment in special machinery? It is not desirable to go into
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details here, as this point must be fully discussed under
another heading.
(f) Is the management aware of the necessity of acting
with promptitude against infringements of the patents?
(g) Has any goodwill been built up or has the product become
identified in the minds of possible purchasers by a trade
name?
(h) What generally would be the effect on the enterprise of the
effectual invalidation of the patents?

In answering this last question, the examiner must weigh the
various factors involved and determine just how much damage
would result from the impairment or invalidation of the patents.
These factors are, of course, intangible, or at least can not be
reduced to dollars-and-cents values. They are nevertheless
interdependent and permit the formulation of a defensible
opinion. For instance, if the investment in special machinery is
comparatively small, less weight need be assigned to the ade
quacy of patent protection than if it is considerable. If the
product could easily be turned out as a side line by existing con
cerns without seriously interfering with other production proc
esses, that would tend to make the question of protection more
critical. On the other hand, goodwill built up might counteract
to a large extent the effect of direct competition made possible
by the failure of the patents.
In passing judgment upon these matters the examiner is
strictly within the sphere of public accounting activity. While
there seems to be a tendency on the part of some members of the
profession to reduce it to a purely fact-finding body, and to with
hold opinion where the evidence can not be reduced to definite
dollar values, that tendency, if allowed to work its way, must
necessarily be fatal in the long run. Where the factors to be
measured are those with which the accountant’s experience quali
fies him to deal fairly and impartially, it is an evasion of respon
sibility to reject the task merely because such factors are not
subject to exact quantitative analysis. This will be discussed
fully elsewhere in this article.
COMPETITION AND MARKET

Competition may be of two kinds—direct and substitute.
The examiner must ascertain the principal sources of both types,
so far as they affect the concern in which he is interested, and
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discuss them with regard to competing products and competing
concerns. It is obvious that in many cases a large part of this
field will have been traversed when treating of patent protection.
Closely related to the factor of competition is that of range
of marketability. Here we have left so far behind the region of
assured fact that the competence of the examining accountant
to deliver an opinion must be considered. Without plunging into
the highly debatable question of the functions of public account
ing (and by way of passing it may be remarked that the question
is one upon which some mental effort might be expended
with profit), this much can certainly be laid down with safety.
The fact that the premises from which the conclusion must be
drawn are necessarily incomplete is not pertinent to the subject.
Neither is the correlative fact that two competent accountants
might arrive at different conclusions after examination of the
evidence. If we restrict the activities of our profession to the
extent that no factual opinion is to be rendered which will not
be accepted by all competent accountants, we are dangerously
near to allying ourselves with the highly skilled trades. And
this is by no means sighing for new worlds to conquer. Every
profession has its twilight zone, within which the practitioner
can do no more than point dimly to probabilities as he discerns
them. Every lawsuit is both won and lost. In the medical fra
ternity the wrangle over various diseases has continued unabated
through the past decades. We must not forget the violent dis
agreements in various “insanity” trials—which if they have pro
duced some scorn and imputations of bad motives, have also
served to enlighten the public on obscure questions. So that if
experts differ on a subject—as they often do—it is no reason
why they should maintain an innocuous silence.
In the present case—that of passing an opinion on the range of
marketability of a product—the critical point is whether or not
the examining accountant is better qualified than others to
formulate such an opinion. We can even go further and say
that the critical point is whether or not the examiner’s training is
such that his opinion is a detail to be considered in a complex
situation. If so, he can accept with a free conscience the respon
sibility of making his contribution to that situation.
Now the accountant does have much in his favor. There are
his impartiality, his general knowledge of industries and products,
and his particular knowledge of the accounts of the concern under
114
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examination during the period in which it has operated. His
experience should have taught him, if he has been alert, the
factors to be weighed in forming an opinion on the point under
consideration, and some of these factors are such that he alone
can properly value them. On this account the examiner should
not hesitate to accept the challenge.
Under marketability there must be considered:
(a) Average life of articles produced.
(b) The cost of production in comparison with that of sub
stitutes.
(c) Cost of transportation to distant markets, and other
factors bearing thereon.
(d) Data on growth of sales in the past and on the history of
products which the articles are designed to replace.
(e) Has the article a general or restricted use; a local or a
national one?
(f) Is it to be sold to producers or to the ultimate consumers?
(g) Is it to be marketed direct or through distributors?
(h) What artificial obstacles, if any, are competitors likely to
interpose?
(i) Have the articles a quick or a slow appeal?
(j) If the commodities are standard, what particular places
can be served more cheaply by the new concern than
by competitors?
(k) How much will the concern, given the additional capital,
be able to spend on advertising?

This list is necessarily suggestive rather than exclusive. The
opinion to be rendered is whether or not the product can be made
cheaply enough to cut into direct and substitute competition
and, if so, to what extent? Obviously only the investigator in
touch with all the features of a concrete situation can exhaust
the inquiries relevant thereto.
PERSONNEL

After marketability comes personnel. The relative weight
to be assigned to this factor depends upon various circumstances.
Personnel is of importance in interpreting past profits as well as
in framing estimates of future ones. If the management has been
poor, so much the more reason for expecting better results in
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The Journal of Accountancy
the future if a change can be effected; if on the other hand
profits depend largely upon the retention of the present per
sonnel, every fact bearing upon the probability of its retention
is important.
The report should state briefly all pertinent facts about the
officers and principal executives, their age, general and technical
education, business history, etc.
Naturally much of this information can not be derived from
independent sources without extreme difficulty, and usually it is
advisable to accept the statements of the persons themselves.
Fortunately the character of the evidence is such that ex parte
affidavits, or even unsworn statements, will suffice. However,
in accordance with the theory that the report should be com
plete in itself, the data should be included in every case. To the
prospective investor in a concern there is no inquiry more vital
than this one, even if the acquisition of control is contemplated.
Under personnel the examiner should present his opinions
regarding the personal qualities of the company’s chief execu
tives. Unfortunately, despite the blatant claims of many pseudo
psychologists, no science of character reading exists. Otherwise
the public accountant specializing in investigations, system in
stallations and surveys might well add a knowledge of its prin
ciples to his equipment. However, trustworthy psychologists
inform us that extended experiments have failed to disclose any
correlations between physical and mental characteristics.
The examiner must consequently fall back upon the personal
interview and the evidence disclosed by the records as bases for
his opinions. These sources are not so limited as might be as
sumed at first sight. The examiner presumably has a knowledge
of the basic principles of industrial organization. While not a
purchasing agent, for example, he knows what records should be
kept by a competent purchasing agent and what qualities a
purchasing agent should possess. By means of a series of inter
views the examiner can gauge pretty accurately the capabilities
of the various officers and express opinions which stand a reason
able chance of being correct.
It should not be understood by this (and the impression must
on no account be given) that the examiner is an expert along the
varied lines of administration, purchasing, selling, producing,
etc. All he can pretend to know are the general principles con
trolling industrial organization and the broad lines of activity pur
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sued by capable general managers, factory superintendents and
other executives. He is essentially a critic—not a creator. And
that he may make mistakes is merely an incident to the nature
of his functions.
Obviously where a concern has operated for any considerable
period of time, the testimony afforded by the records themselves
will be of value.
The report should disclose under personnel the stockholdings
of the officers and principal executives together with all facts
bearing upon the probable tenure of office of each executive.
The failure or success of an industrial enterprise is so intimately
related to problems of personnel that all the examiner’s knowl
edge, experience and talent should be brought to bear upon this
feature of the situation.
In presenting his conclusions, the examiner should state his
opinions clearly and definitely, disclosing the bases upon which
they rest. He should carefully separate mere impressions with
out tangible reasons therefor from considered inferences.
FINANCIAL STATEMENTS

Statements of operating results and balance-sheets, together
with the various analyses of their contents, are usually con
sidered of first importance in reports for credit purposes.
Even if one were disposed to concede this, such statements
would be more informative if prefaced by remarks similar to
those called for under the preceding captions. While the stress
laid on each of the factors discussed would necessarily vary—as
it must even in individual cases comprised in the special class of
investigations under consideration—a report for credit purposes
can scarcely be judged complete without some treatment of
them.
At any rate, in reports on investigations for practically all
purposes, no statements should be presented or analyzed until
the matters previously considered in this article have been cov
ered. What statements should be compiled represents a subject
with which all public accountants should be familiar. The ideal
mode of presentation probably consists of very condensed major
or controlling statements, which proceed to details through care
fully graduated stages. The statements constructed by many ac
countants are too large and contain too many figures. Allow
ance must be made for the comparative unfamiliarity of most
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readers with the data presented as well as for the limitations of
the human mind. There are few laymen who can discern the sig
nificant relations subsisting between figures as rapidly as can the
trained accountant. Figures are in many respects the language
of the accountant and he must take every possible precaution to
make himself understood. It is debatable whether in our efforts
to standardize we are not neglecting the very essence of pro
fessional service—originality and personal touch.
In analyzing statements, graphic charts (particularly the ratio
or semi-logarithmic chart) should be profusely used. These
serve to illuminate the rather colorless arrays of figures and to
brighten up the report.
SPECIAL FACTORS

Having discussed the statements rendered, the examiner is
in a position to deal with any special features which characterize
the problem with which he is concerned. These vary so widely
that an attempt to do more than illustrate what is meant would
be futile. Let us choose one instance among many possible ones.
A situation which frequently leads to a special investigation
is one where a comparatively young concern wishes to expand,
or perhaps one where a distributing organization which had been
selling a specialty wishes to start manufacturing its product.
Let us suppose that the men actively interested in the enter
prise decide that the best way to effect their plans is to induce a
group of local capitalists to buy stock in the enterprise. They
have succeeded in arousing the interest of the capitalists to the
extent that the accountant’s investigation has been ordered.
So far the accountant’s report has informed each capitalist
of every fact relevant to his inquiry as to whether or not he should
invest and, if so, on what terms. He knows the history of the
concern, its products, its market possibilities, the qualities of the
men behind it as they appear to an outside investigator, past
operating results, etc. In the discussion of market, he has reached
a general conclusion relative to the advisability of expansion if
that be the proposed disposition of the additional funds. It is
now time to present the grounds necessary to make that con
clusion specific. These would be:
(a) The necessity of expansion or of acquiring the facilities
requisite to manufacture a product previously pur
chased from others.
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(b) The capital required to effect the desired extension of
facilities. This is an exceedingly complex calculation
as the examiner must take into consideration not only
the cost of the fixed assets but the necessary addition to
working capital in the form of larger amounts invested
in inventories, accounts receivable, cash, etc. Naturally
the cost of the facilities acquired must be arrived at
through the medium of detailed estimates predicated
upon the desired increase in production. Special ma
chinery should be segregated in the estimate for obvious
reasons. The effect of varying quantities of produc
tion (and sales) upon working capital should be
disclosed and allowance made for the accretions to
working capital through profits before full production is
reached.

(c) An estimate of earnings. This should be developed by
using estimated sales and costs in detail. In short,
it should be in the nature of a budget constructed on the
basis of the probable effect over a period of years of the
new money coming into the business. The examiner
himself is the only one who can set the limits to this
field of inquiry.
(d) Probable rate of return on investment.

The chief advantage of reducing opinions on the foregoing
points to actual figures is that the prospective investor has a
visible means of checking the thoroughness with which the
investigation has been conducted and the value of the conclusions
reached in the report. While it is not generally advisable to
express opinions and their premises in detailed money values,
particularly where a false impression of accuracy is likely to be
conveyed thereby, this seems to be a case where that mode of
presentation is fully justified.
In constructing an estimate based partly upon past operating
results the effect of radical changes in price levels upon such
results must be carefully considered. This is a factor frequently
neglected—not without serious consequences. Similar considera
tions will doubtless occur to all accountants.
It will be apparent that the content of this section of the report
depends so much upon the special problem to be attacked that
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(at least in the present state of knowledge) little that is helpful
in the line of suggestions can be laid down.
The literature on investigations is by no means prolific, and
probably at the best can never be more than suggestive. The
purpose here has been to formulate tentatively the major lines of
inquiry to be pursued, to propose an outline of a report and to
suggest certain particular methods of approach to the problem.
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